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This Practice Alert is intended to provide auditors with information that may help them improve
the efficiency and effectiveness of their audits and is based on existing audit literature, the pro
fessional experience of the members of the AICPA SEC Practice Section Professional Issues
Task Force (PITF) and information provided by AICPA SEC Practice Section member firms to
their own professional staff. The information in this Practice Alert represents the views of the
members of the PITF and is not an official position of the AICPA. Official positions are deter
mined through certain specific committee procedures, due process and deliberation. The infor
mation provided herein should be used by practitioners with the understanding that it be read in
conjunction with the professional literature and only as a means of assisting them in meeting
their professional responsibilities.

f

O C ertified P u b lic A c c o u n t a n t s

Guidance for Independence
Discussions with Audit Committees
In January 1999, the Independence Standards
Board (the “ISB”) adopted Independence
Standard No. 1, Independence Discussions
with Audit Committees (the “Standard”). The
Standard states that it applies to any auditor
intending to be considered an independent
accountant within the meaning of the
Securities Acts administered by the Securities
and Exchange Commission (the “SEC”). This
should be considered to include an auditor
with respect to any entity for which his or her
engagement is required to comply with SEC
Regulation S-X.1 The Standard requires annual
written and oral communications between the
auditor and the audit committee (or the board
of directors if there is no audit committee) of a
public company client regarding relationships
that, in the auditor’s professional judgment,
may reasonably be thought to bear on indepen
dence, as well as written confirmation that the

auditor is independent of the company within
the meaning of the Securities Acts. Such com
munications are required with respect to audits
of entities with fiscal years ending after July
15, 1999, with earlier application encouraged.
The Standard can be obtained from the ISB
website at www.cpaindependence.org.
The ISB has expressed its belief that the
Standard will improve corporate governance
by affording to audit committees a mandated
opportunity to deepen their understanding of
auditor independence issues. The ISB believes
the Standard will assist directors in satisfying
themselves that the company has engaged
“independent” accountants as required by the
Securities Acts. The ISB also believes that a
mandate that audit firms describe and discuss
the judgmental matters that might impact on
independence will bring more focus within
the firms on this important issue.
continued on page J2

1 The Standard applies to auditors of domestic and foreign registrants. The Standard would also apply where a regulatory
agency (such as the Office of the Comptroller of the Currency “OCC”) undertakes to have auditors of entities under its juris
diction comply with SEC Independence Rules. It is noted that an auditor might contractually obligate himself or herself to
follow SEC Regulation S-X. An example might be a private company intending to have a public offering in the future and the
desire of management to have the auditor meet all SEC requirements.
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Additionally, The Report and Recommendations of the Blue
Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees (the “Blue Ribbon Committee Report”), issued in
February 1999, included a recommendation that the listing rules for
both the New York Stock Exchange and the National Association of
Securities Dealers require audit committee charters to specify that
the audit committee is responsible for ensuring receipt of the com
munication required by the Standard. This recommendation also
indicated the charter should specify that the audit committee is
responsible for actively engaging in a dialogue with the auditors
relating to the disclosure of any relationships or services that may
impact the objectivity and independence of the auditor and should
take appropriate action, if necessary, to ensure the continued inde
pendence of the auditor.
To address implementation issues relative to the Standard, the
Professional Issues Task Force of the AICPA SEC Practice Section
(the “PITF”) has been asked to develop initial guidance for CPA
firms. The guidance in this PITF Alert is designed to assist firms in
evaluating and enhancing their policies and procedures for identify
ing and communicating with audit committees those judgmental
matters that may reasonably be thought to bear on the auditor’s
independence. These communications in turn should serve to assist
audit committees/boards of directors in fulfilling certain of their
responsibilities relative to corporate governance. These communica
tions also will assist auditors in fulfilling their responsibilities to
serve the interests of the public and strengthen the public’s confi
dence in audited financial information reported by registrants.
The following discussion is in the context of communications
between the auditor and the audit committee/board of directors.
This should not be construed as precluding the auditor from having
similar communications with senior management. Indeed, the PITF
encourages such communications.
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is not impaired. The auditor should consider whether the audit com
mittee, which, as stated in the Blue Ribbon Committee Report, may
be viewed as a “guardian of investor interests and corporate
accountability,” would consider the disclosure and discussion of the
relationship beneficial to further its understanding of auditor inde
pendence in the company’s specific circumstances. While the deci
sion regarding the matters to be communicated will vary in each cir
cumstance, and that decision is ultimately the auditor’s, considera
tion should be given to communicating and discussing with the
audit committee all non-audit services that the auditor has agreed to
perform for the client.
Exhibit A provides examples of certain relationships that,
depending on the specific facts and circumstances, may com
monly be thought to bear on the auditor’s independence. Exhibit
A also includes relevant safeguards to ensure the auditor’s contin
ued independence.
Engaging the Audit Committee

Firms should establish policies and procedures relating to indepen
dence communications with audit committees. These policies and
procedures should be distributed to all professional staff to enhance
their awareness of independence issues and reaffirm professional
standards. The following information may be a useful framework
for developing these policies and procedures.

While the auditor must make the decision as to what is reported to
the audit committee, engaging the audit committee chair in discus
sions regarding his or her views on relationships that may reason
ably be thought to bear on independence may be a worthwhile
approach to begin the process. If this approach is used, the audit
committee chair should be asked by the auditor to express his or
her views and concerns regarding the types of relationships that
may reasonably be thought to bear on independence and, accord
ingly, would be expected to be disclosed. It is reasonable to assume
that expectations may vary from company to company and the
level of sensitivity as to independence issues may vary as well.
These discussions should foster an open channel of communica
tion between the parties relative to independence and other matters
and should assist the auditor in understanding the audit commit
tee’s expectations regarding the types of relationships to be dis
cussed. While the PITF believes these discussions are worthwhile
and should facilitate a meaningful discussion with the audit com
mittee, in the final analysis, it is the auditor’s judgment that must
prevail with respect to the matters that get reported and discussed
with the audit committee.
Exhibit B provides the form of a sample letter to the audit com
mittee chair that could be used to initiate these discussions.

Determination of Matters to Be Communicated

Threats to Objectivity and Related Safeguards

The Standard requires auditors to communicate, in writing, at least
annually all relationships between the auditor and the company that,
in the auditor’s professional judgment, may reasonably be thought
to bear on independence. In determining which relationships to dis
cuss, the auditor should not conclude that a relationship need not be
disclosed solely because he or she has concluded that independence

To assist audit committees in expanding their understanding of
auditor independence issues, auditors are encouraged to periodi
cally discuss emerging independence issues and new or revised
independence standards.
To further assist these discussions, auditors also may consider
providing the audit committee with an overview of common threats
continued on page J4
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Exhibit A
Consideration of Relationships
and Other Matters That May
Bear on Independence

This Exhibit provides examples of rela
tionships that, depending on the specific
facts and circumstances, may reasonably
be thought to bear on independence, along
with typical safeguards that, if in place,
may mitigate threats to the auditor’s inde
pendence. The information that follows
may be used as a guide in determining the
types of relationships that may be dis
closed by the auditor. These examples
should not be considered all-inclusive, nor
should it be construed that the example
relationships would be required to be dis
closed by all auditors in all cases.
Employment:2

Disclosure of Relationship: The former
audit engagement partner joined the audit
client as Vice President and Chief
Financial Officer.

Safeguards: The accounting firm con
ducted a review of all services for this
client that were performed by the former
partner for an appropriate period preceding
the employment offer and did not note any
matters which would cause the firm to
believe the former partner and the firm
were not independent of the company. The
accounting firm performed a review of the
appropriateness of the assignments of the
succeeding engagement partner and con
curring review partner and considered the
need for involvement of other partners
with appropriate experience and stature to
ensure an appropriate level of professional
skepticism is maintained. In addition, the
accounting firm and the former partner
have severed all relationships, including
settlement of the former partner’s capital
account and settlement of retirement bene
fits to the extent required by the SEC’s
independence rules.
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client that were performed by the former
manager for an appropriate period preced
ing the employment offer and did not note
any matters which would cause the firm to
believe the former manager and the firm
were not independent of the company.
The accounting firm performed a review
of the appropriateness of the assignment
of the remaining engagement team to
ensure that an appropriate level of profes
sional skepticism is maintained.

Disclosure of Relationship: The office
managing partner in the local office of the
accounting firm accepted a position with
the audit client as Chief Operating Officer.
Such partner provided no professional ser
vices to the company prior to his/her
employment.

Safeguards: The accounting firm per
formed a review of the appropriateness of
the assignments of engagement partner
and concurring review partner and consid
ered the need for involvement of other
partners with appropriate experience and
stature to ensure an appropriate level of
professional skepticism is maintained. In
addition, the accounting firm and the for
mer partner have severed all relationships,
including settlement of the former part
ner’s capital account and settlement of
retirement benefits to the extent required
by the SEC’s independence rules.
Family Relationships:
Disclosure of Relationship: The audit
client’s Controller is the wife of a man
ager in the accounting firm’s [city] office.

Safeguards: The accounting firm’s
manager will be restricted from perform
ing any work for the audit client and his
office will not participate in a significant
portion of the audit engagement. All of
the work on the engagement for the audit
client will be performed by the accounting
firm’s office in [other city].

Disclosure of Relationship: The former
audit engagement manager joined the
audit client as Controller.

Disclosure of Relationship: One of the
accounting firm’s partners has a brother
who is a director of the audit client.

Safeguards: The accounting firm con
ducted a review of all services for this

Safeguards: Neither the partner nor the
office to which he is assigned has any

2 On March 12, 1999, the ISB issued a Discussion Memorandum, Employment with
Audit Clients, to seek comments on a variety of independence issues when audit firm

involvement in the accounting firm’s
engagement for the audit client. Further,
the partner and his office are adequately
geographically separated from both the res
idence of his brother and the office of the
accounting firm performing the work on
the engagement.

Non-audit Services:
Disclosure of Relationship: The account
ing firm has been engaged to perform the
following non-audit services:
• Extended audit services by outsourcing
the internal audit function. Annual fees for
this engagement are approximately
[amount of fees].
• Assistance in the implementation of an
accounting system [describe the system
implemented]. Fees for this engagement
were approximately [amount of fees].

Safeguards: In each case, management of
the audit client has sufficient expertise to
take responsibility for all management deci
sions that will be made and the accounting
firm will not assume the role of an employee
or of management of the audit client.

Other Separate Business
Arrangements Involving
Mutual Clients:

Disclosure of Relationship: The
accounting firm and the audit client
entered into separate business arrange
ments to provide advisory and consulting
services which dealt with [describe nature
of accounting firm’s services] to a mutual
third party. Fees for such services totaled
approximately [amount of accounting
firm’s fees].
Safeguards: We believe this engage
ment does not constitute doing business
with the client. In proposing for the ser
vices, the role of the accounting firm and
the audit client were clearly defined
through the use of separate proposals indi
cating the services for which each party
was responsible. The third party has con
tracted separately with the accounting
firm and the audit client such that neither
party is dependent on the other party’s
performance and each party’s liability and
contractual obligations are separate.

personnel accept employment with audit clients. Practitioners should be alert for devel
opments in this area.
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Exhibit B
Sample Letter to Audit Committee Chair

July 15, 19x9

Mr. [or Ms.] Smith
Audit Committee Chair
Blank Company
Main Street
City, State xxxxx

Dear Mr. [or Ms.] Smith:
In January 1999, the Independence Standards Board
adopted Independence Standard No. 1, Independence
Discussions with Audit Committees (the “Standard”). The
Standard requires annual written and oral communications
between our Firm and the Audit Committee of Blank
Company regarding relationships that in our professional
judgment may reasonably be thought to bear on our indepen
dence. Additionally, the Report and Recommendations of the
Blue Ribbon Committee on Improving the Effectiveness of
Corporate Audit Committees issued in February 1999
included a recommendation that the listing rules for both the
New York Stock Exchange and the National Association of
Securities Dealers require audit committee charters to specify
that the audit committee is responsible for ensuring receipt of
the communication required by the Standard. This recom
mendation also indicated the charter should specify that the
audit committee is responsible for actively engaging in a dia
logue with the auditors relating to the disclosure of any rela
tionships or services that may reasonably be thought by the
auditor to bear on independence and should take appropriate
action, if necessary, to ensure the continued independence of
the auditor.
In order to facilitate our independence discussions with
the Audit Committee, I would like to meet with you to obtain
an understanding of the expectations of you and the Audit
Committee with respect to the types of matters and relation
ships between our Firm and Blank Company that you believe
may bear on our independence. These may include specific
areas of interest to you and the Audit Committee, as well as
matters the Audit Committee and senior management believe
should be considered because they may be of interest to the
Audit Committee as a representative of Blank Company’s
investors.
I would be pleased to meet with you at your convenience
to discuss your thoughts and views on auditor independence
and related matters.
Yours truly,

AICPA
continuedfrom page J2
to auditor objectivity. While independence standards are designed
to preclude relationships that may appear to impair an auditor’s
objectivity, additional safeguards have been developed by firms and
the profession, and other external factors exist, that further mitigate
threats to actual loss of objectivity.
Exhibit C provides a summary of common threats to auditor
objectivity and related safeguards that mitigate these threats.
Form of Communication

Communications from the auditor to the audit committee should
disclose the relationships identified that may reasonably be thought
to bear on independence. Disclosure should not be construed to
imply that the auditor’s independence has been impaired. In fact, it
is presumed that the auditor has concluded that independence has
not been impaired. Rather, disclosure of the relationships is a tool to
foster discussion between the auditor and the audit committee
regarding the nature of the relationship.
The Standard requires that written communications summarize
the relationship(s) identified. The auditor may wish to include in its
written communications the relevant safeguards employed by the
firm (see Exhibit A) to ensure the auditor’s continued indepen
dence. Oral communications should include an open candid discus
sion relating to the relationship and a discussion of the relevant
safeguards.
The Standard also requires that the written communication
include a confirmation that, in the auditor’s professional judgment,
the auditor is independent of the company within the meaning of
the Securities Acts.
Exhibit D provides the form of a sample letter relating to
annual independence discussions with audit committees and confir
mation that the auditor is independent of the company within the
meaning of the Securities Acts.
While this Alert focuses on the Standard, it is recognized that
communications with audit committees, whether written or oral, are
broader than independence. For example, membership requirements
of the AICPA SEC Practice Section require annual communication
of the nature of and the amount of fees billed for management advi
sory [consulting] services. Generally accepted auditing standards
require communications of matters regarding internal control,
including material weaknesses identified, and various other matters.
The recently issued Blue Ribbon Committee Report contains rec
ommendations that will likely result in additional required discus
sions with audit committees, including dialogue on accounting prin
ciples. Without in any way reducing the importance of the indepen
dence discussion, the auditor may choose a more comprehensive
form of communication to cover some or all of these other matters.
Timing of Discussions with Audit Committees

Annually, the auditor should meet with the audit committee to dis
cuss all applicable relationships (actual and, preferably, proposed)
between the company and the auditor. It may be beneficial to estab
lish a schedule of regular meetings to discuss independence matters
with the audit committee, including the timing for the annual inde
pendence confirmation. To enhance the effectiveness of the process,

AICPA
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early communication to the audit committee of significant new mat
ters might be considered at the time the relationship is established
or the matter is first identified, rather than waiting until the meeting.
The annual meeting desirably should be conducted as early as
possible in the audit cycle. However, it should be noted that the ISB
intentionally left the timing flexible as long as the communication is
done annually. It is entirely acceptable to have the communication
at any time, preferably prior to the issuance of the auditor’s report.
If the formal communication takes place early in the audit cycle, the
auditor and the audit committee should establish a protocol to
update the audit committee for any new or proposed relationships
requiring communication that may have occurred since the initial
communication.
If the formal communication takes place near the end of the
audit cycle, it may be desirable to combine the independence dis
cussions with other required communications.

Other Matters
Initial Public Offerings

Auditors and audit committees of first time registrants must comply
with the Standard prior to the company’s initial public offering.
These communications are required for all audits of financial state
ments with fiscal years ending after July 15, 1999, and included in
the registration statement in the company’s initial public offering.
Thus, this may require involvement of both the current auditor and a
predecessor auditor, if there has been a change of auditors during
this period. Early communication between the auditor and the audit
committee is encouraged to proactively identify and resolve any
potential issues regarding the auditor’s independence early in the
offering process.
Initial Year of Application

The Standard requires annual discussion between the auditor and
the audit committee. For existing registrants in the initial year of
application, these discussions are only required to cover relation
ships that exist in the current year. Thus, where a change of auditor
has occurred, the discussions would only require involvement of the
current auditor.
Prospective Clients

Auditors are encouraged to discuss relationships that may exist with
prospective clients during the proposal process. Discussion should
include identification of the relationship, a discussion of safeguards
that may mitigate these threats and, where necessary, identification
of the methods to resolve potential impairments of independence
prior to commencement of the audit.
Failure to Comply with the Standard

The ISB recognized the possibility that there might be occasions
where the required communications are not completed. This could
occur for a variety of reasons, including unexpected cancellation of a
scheduled meeting with the audit committee, or the inadvertent fail
ure to schedule and complete the meeting or the auditor’s failure to
continued on page J6

Exhibit C
Common Threats to Auditor Objectivity and Related
Safeguards Often Employed to Mitigate These Threats
Common Threats to Auditor Objectivity:

• Self-Interest: The threat to the auditor’s objectivity due to
financial or other self-interests.
• Self-Review: The threat to the auditor’s objectivity caused by
a self-review of services performed by the auditor or the audi
tor’s firm during the audit.
• Advocacy: The threat to the auditor’s objectivity if the auditor
becomes an advocate for (or against) the client’s position.
• Familiarity or Trust: The threat of the auditor becoming too
trusting of the client and therefore not maintaining appropriate
professional skepticism.
• Intimidation: The threat of the auditor becoming intimidated
or threatened by an overbearing or dominating member(s) of
management.
Related Safeguards Often Employed to Mitigate These Threats:
Instilling Professional Values:

•
•
•
•

Training
Firm Policies on Independence
Monitoring Investments
Annual Confirmations of Compliance with Firm Indepen
dence Policies

Communication:

• Audit Team Disagreement Resolution Process
• Consultation Requirements
• Separate National Consultation Function
Internal Accountability:

•
•
•
•
•
•

Partner Rotation
Concurring Partner Reviews
Internal Inspection/Monitoring Programs
Analysis of Regulatory and Litigation Experience
Internal Disciplinary Actions
Partner and Staff Evaluation and Compensation Methods

Risk Management:

• Client Acceptance and Retention Policies
• New Service Line Acceptance Policies
External Factors:

• Peer Review
• Quality Control Inquiry Committee (QCIC) Review
• Ethics Investigations (by the AICPA, state societies and state
boards)
• SEC Enforcement Division
• Litigation Threat
• Reputational Threat
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continued from page J5
issue a written confirmation of its independence with respect to the
company. The ISB did not intend that an isolated and inadvertent vio
lation of the Standard’s requirements would constitute a per se
impairment of the auditor’s independence, provided that the auditor is
in compliance with all other independence rules. The ISB specifically
recognized that in such circumstances, the violation could be “cured”
through the prompt completion of the procedures. In the unlikely

Exhibit D
Sample Letter Relating to Annual Independence
Discussions with Audit Committees

September 15, 19x9
The Audit Committee [or the Board of Directors]
Blank Company
Main Street
City, State xxxxx

Dear Audit Committee Members:
We have been engaged to audit the consolidated financial
statements of Blank Company (the “Company”) for the year end
ing December 31, 19x9.
Our professional standards require that we communicate at
least annually with you regarding all relationships between our Firm
and the Company that, in our professional judgment, may reason
ably be thought to bear on our independence. [We have previously
communicated with Mr./Ms. Smith, Chair of the Audit Committee,
to obtain his/her views as to the nature of the matters that should be
reported to the Audit Committee.] We have prepared the following
comments to facilitate our discussion with you regarding indepen
dence matters. [After the initial year, this last sentence might be
revised to read: “We have prepared the following comments to facil
itate our discussion with you regarding independence matters aris
ing since September 15, 19x9, the date of our last letter.”]

Past Practice Alerts
The PITF accumulates and considers practice issues, which
appear to present accounting and auditing concerns for practi
tioners. Previously issued Practice Alerts can be obtained from
the AICPA Web site (www.aicpa.org/members/div/sec/lit/practice.htm), and are as follows:
94-1:
94-2:
94-3:
95-1:
95-2:

Dealing with Audit Differences
Auditing Inventory-Physical Observations
Acceptance and Continuance of Audit Clients
Revenue Recognition Issues*
Complex Derivatives
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event that the auditor encounters difficulty in completing these proce
dures either initially or at the time a “cure” is attempted, prompt com
munication with the audit committee and the board of directors
should be undertaken to highlight the effect of the failure to comply
with the Standard on the company. The ISB also recognized that the
auditor could, but is not required to, withhold his or her audit report
until such discussion with the audit committee took place.
We are aware of the following relationships between our
Firm and the Company that, in our professional judgment, may
reasonably be thought to bear on our independence. The follow
ing relationships represent matters that have occurred during
19x9, the initial year of adoption, through September 15, 19x9.
[Describe any significant relationships or matters bearing on
the Firm’s independence, and also discuss the appropriate safe
guards in place. See Exhibit A for examples.]
[OR]
We are not aware of any relationships between our Firm and
the Company that, in our professional judgment, may reasonably
be thought to bear on our independence which have occurred dur
ing 19x9, the initial year of adoption, through September 15, 19x9.
We hereby confirm that as of September 15, 19x9, we are
independent accountants with respect to the Company, within the
meaning of the Securities Acts administered by the Securities and
Exchange Commission and the requirements of the Independence
Standards Board.
This report is intended solely for the use of the Audit
Committee, the Board of Directors, management, and others within
the Company and should not be used for any other purposes.
We look forward to discussing with you the matters
addressed in this letter as well as other matters that may be of
interest to you at our upcoming meeting on September 30, 19x9.
We will be prepared to answer any questions you may have
regarding our independence as well as other matters.
Yours truly,

95-3:
96-1:
97-1:
97-2:
97-3:
98-1:
98-2:
! 98-3:

Auditing Related Parties and Related Party Transactions
The Private Securities Litigation Reform Act of 1995
Financial Statements on the Internet
Audit of Employee Benefit Plans
Changes in Auditors and Related Topics
The Auditor’s Use of Analytical Procedures
Professional Skepticism and Related Topics
Revenue Recognition Issues

*Practice Alert 98-3 supersedes Practice Alert 95-1.

The PITF welcomes ideas from practitioners. Any such
ideas should be forwarded to the staff at the AICPA SEC
Practice Section.

Comments or questions on this alert should be directed to the AICPA SEC Practice Section at 201/938-3022.

